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Farm Credit markets in the United States are excellent testimony to
high performance over the long term in providing credit and related
servicesto the farm sector, and to timely innovation of new financial
institutions, instruments, and practices for meeting farmers' capital
and credit needs. These markets evolved from strong reliance a
century ago on country or frontier-banks, local merchants, land
mortgage companies, and life insurance companies, to now include
the Cooperative Farm Credit System, U.S. government lending
agencies and credit programs, local-regiona-national credit pro-
grams of many farm input suppliers, and adual banking system with
monetary control by the Federa Reserve System.

Theresult isadiverse set of credit sources for farmersthat differ in
their sources of funds, degree of specialization infarm lending, legal
and regulatory environment, and degree of government affiliation.
Considerable financing by individuals, especially sellers of farm
land, occurs as well.

Major evolutionary features of the farm credit market are the
relatively large size and the regional or national orientation of many
of the intermediaries involved. The Farm Credit System has charac-
teristics of a national branch banking organization of very large size.
Life insurance companies have regional or national orientations in
farm lending. So do credit programs of merchants and dealers. Even
local offices of the Federal government are branches of a large
national organization. Money center banks, regional banks, many
branch banks, and Federal Reserve Banksalso arelargeinsize, andin
many cases are considered part of the national financia markets.

The consequences of large size and regional or national orienta-
tions arelargely favorablefor financing agriculture. These organiza-
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tions have thecapacity to specialize and experience sizeeconomiesin
intermediation, to respond effectively to business and financia risks,
and to develop ways to procure loan funds from national financial
markets. Hence, loan funds originating from nonlocal sourcescan be
made available to farmers in atimely fashion, for various purposes,
and in amounts, costs, and maturities that compare favorably with
other sectors of the economy. Moreover, the credit programs of
government agencies can be tailored to meet specific liquidity or
income maintenance needs of farmers, often on concessionary terms.
All these features have strengthened the linkages between farm and
nonfarm sectors, and increased the sensitivity of the farm sector to
changing conditions in national financial markets.

In contrast to these size and scope phenomena, those commercial
banks most heavily involved in farm lending continue to be smaller
community-oriented banks located in rura areas. Their reliance on
local marketsfor sourcesof deposit fundsand lending activities, both
of which are strongly influenced by farm and farm-related financia
conditions, has caused periodic stresses in rural banks' liquidity and
relatively high fluctuation in the availability of loan funds for fann-
ers. Each period of tight credit, high interest rates, and financial crisis
in the last two decades — 1960, 1966, 1969-70, 1973-74, and
1979-80 — has brought increased concern about these banks' com-
petitive position in farm lending and resulting instability in rural
financial markets.

This paper's objective isto set the stage for evaluating commercial
bank financing of U.S. agriculture in the 1980s with emphasis on the
prospects of future sources of funds for agricultural banks. The
current setting is reviewed in termsof farm credit demands, the roles
of mgjor farm credit suppliers, and the factors that make the 1980s a
crucial time in shaping farm credit markets of the future. Severd
projections of future capital and credit needs for the farm sector are
presented and evaluated in terms of the role of the major credit
suppliers. Consideration is given to the implications for agricultural
banking of changes in the regulatory environment of financial in-
stitutions brought about by the Depository Institutions Deregulation
and Monetary Control Act of 1980. These regulatory reforms, along
with other possible changes in the regulation of banking, should
strongly influence costsand availability of loan funds for agricultural
banks and their competitive position in rural financial markets.



Prospective Trends 15

Farm Sector Debt and Financial Structure

As published data and past analyses show, the use of debt in the
farm sector grew substantially since 1950 to levels that far exceed
earlier projections [Brake; Melichar; Méelichar and Doll]. Severa
factors have combined to cause this growth, each differing in its
timing and degree of importance. Included are a) consolidation of
farm units into larger sizes and fewer numbers; b) withdrawal of
equity capital by retiring farmers, ¢) continued mechanization and
modernization of farming operations, d) greater emphasis on mar-
keting policies and inventory management, €) higher costs of operat-
ing inputs and capital items, f) reduced savings rates from net cash
flows by farm families [Melichar], and g) public loan programs
responding to various kinds of farm risks.

At the farm sector level, the annual compound rate of growth for
total farm debt increased from an average of 7.1 per cent in the 1950s
to 7.9 per cent in the 1960sand to 11.7 per cent in the 1970s(Table1).
Since 1975, the annual growth rate for total farm debt averaged 14.4
per cent with non-real estate farm debt growing at more than a 16 per
cent rate and farm real estate debt growing at a 12 per cent rate. The
higher growth rate for non-real estate debt reversed a pattern of more
rapid growth of real estate debt in the 1950s and 1960s.

These accelerating growth rates for'debt make the farm sector the
fastest growing component among domestic sectors that use U.S.
credit market debt [Board of Governors]. Table 2 shows market
shares and growth rates of credit market debt for the farm sector and

TABLE 1
Growth Rates for Farm Debt and Inflation, 1950-1980
Annual Compound Percentage

1950-1960  1960-1970  1970-1980  1975-1980

Total Farm Debt 7.1 7.9 11.7 14.4
Farm Rea Estate

Debt 8.0 9.2 11.0 12.4
Non-Rea Estate

Farm Debt 6.3 6.5 12.1 16.0

Consumer Price

Index 2.2 2.6 7.4 8.2/
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five other nonfinancial borrowing sectors. From 1970 to 1978, the
farm sector shows the highest growth rate (13.32 per cent) for debt,
athough itsshareof total credit market debt isstill lessthan 4 per cent
at year-end 1978. Thus, the accelerating growth of farm debt since
1950 has had a much greater impact on the farm sector than on the
national credit market.

Evaluating the impact of greater debt use on financial structure of
thefarm sector dependson thecriteria used. Figure 1 shows measures
for two concepts of financial leverage at the farm sector level for
individual years for 1950-1980. The stock concept of leverage,
measured by the debt-to-asset ratio, Df A, showsthe relative claimsof
debt and equity holders on the stock of total farm assets at various
pointsin time. Theflow concept of leverage, measured by the ratio of
interest paid to current returns to farm assets, ifr, shows the relative
claims of debt and equity holders on returns to farm assets experi-
enced at various times.

The D/A ratio has an upward trend from 1950 through the mid-
1960s, followed by arelatively stable pattern in the last decade and a
half. The recent stability of this ratio, together with rapid growth in
farm debt, shows the important role of unrealized capital gains on
farm assets, especialy for farmland, in collateralizing the growth in
farm debt and providing most of the sector's growth in equity capital.
Theratio gives the appearance of ahighly solvent farm industry, but it
implies nothing about the liquidity pressures of meeting debt obliga-
tions from farm income flows.

The interest-to-asset-return ratio gives insight into the financial
risks associated with meeting farm debt obligations from annual
income flows. AsChart 1 shows, the i/r ratio is higher than the D/ A
ratio and has increased sharply in recent years, showing the higher
proportion of farmers' current returns to assets that are claimed by
lenders. The increase in the i/r ratio is due to the combined effects of
greater debt use, higher interest rates, and a higher proportion of
returns to farm assets occurring as capital gains. Thei/r ratio also is
more volatile than the D/A ratio due to year-to-year variability in
farmers' current returns and interest rates. Thisratio excludes returns
from nonfarm income, just as the stock measure excludes portions of
farmers' nonfarm investments;, hence, additional funds from those
sources may be available for debt servicing.

It is well known that use of farm debt is concentrated in larger
farming operations. As Table3 shows, in 1978, U.S. farmswith sales



CHART 1
Annual Coverage Ratios and Debt-to-Asset Ratios, 1950-1980
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over $100,000 comprised only 7 per cent of thetotal number of farms
(about 185,000 farms) but held 30.5 per cent of farm assets, 41.2 per
cent of farm debt, and 28.3 per cent of equity, generated 36.5 per cent
of farm income, and earned less than 6 per cent of total nonfarm
income in the farm sector. The D/A ratio for these largest farms is
estimated as 22.7 per cent for January 1, 1978, compared to a sector
a&erage of 16.7 per cent. Other D/A measures come from loan
records of farmers who borrow from the Farm Credit System. These
data reflect farmers who are actual borrowers, whereas the USDA
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CHART 2
Coverage Ratios and Debt-to-Asset Ratios, 5 Year Averages,
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data include non-borrowers. As examples, Federal Land Bank bor-
rowersin 1978 show an average D/A ratio of .344 for all borrowers,
and an average D/ A ratio of .422 for young farmers. Similarly, data
from the Federa Intermediate Credit Bank of St. Louisfor 1979 show
an average D/ A ratio of .305 for all borrowers, .420 for borrowers
under age 35, and .396 for borrowers with loans above $100,000.

These characteristics of debt use, expecialy the concentration in
larger operations, indicate that. borrowing by farmers has become
more aggressive, more sophisticated, more permanent, and more



TABLE 3
Distribution of Farm Income and Balance Sheet by Farm Sales Class
(Balance Sheet— January 1, 1979; Income— Calendar 1978)

Total
Number Non- Income
of Farm Farm All
Farm Sales Class Farms Assets Liabilitres Equity Income Income Sources
Percent
$100,000 and over 7.0 30.5 41.2 28.3 36.5 5.90 19.3
40,000-99,999 14.6 26.0 29.2 25.3 315 7.80 18.2
20,000-39,999 121 129 12.2 13.0 14.2 7.40 10.3
10,000- 19,999 1.1 8.0 7.2 8.2 6.5 8.70 7.7
5,000- 9,999 10.5 5.6 31 6.1 34 11.10 7.8
2,500- 4,999 10.4 14.7 25 5.2 2.0 13.10 8.3
Under 2,500 34.3 12.3 4.6 13.9 5.9 46.00 28.4
All Farms 100.0 100.0 100.0 100.0 100.0 100.00 100.0
Amounts
Thousands $ Bil $ Bil $ Bil $ Mil $ Mil $ Mil
All Farms 2,672 690.7 119.3 571.4 26.8 34.30 61.1

'Ratios;  Debt/ Asset 0.17
Debt/Farm Income 4.45
Debt/Total Income 1.95



Prospective Trends 21

complex in credit evaluations. There are greater concerns about
managed leverage, safe debt loads, and integration of effective risk
management into overall farm management. There is a prevailing
view [e.g., Boehlje and Griffin] that larger farms may benefit from
government's more active role as a risk bearer through bidding
advantages for land, greater financial capacity for growth, and
greater debt servicing capacity. However, these larger, expanding,
more highly leveraged operations al so become the most vulnerable to
risks— and eventually need, or at least seek, public assistance the
most. There also is much concern about the effects of inflation on
farmers' wealth, income, and liquidity. Recent analyses [Melichar;
Tweeten; Boehlje] show that growth in farmers' real income, attri-
buted in part to public policies, makesahigher proportion of farmers'
total return occur as capital gainson land relative to current income,
with strong liquidity pressures resulting for highly leveraged inves-
tors.

Suppliers of Farm Debt

Tables 4 through 7 show the level and market share of total farm
debt, non-real estate debt, and real estate debt, respectively, held by
the major lending groups. Farm Credit System (FCS), commercial
banks, life insurance companies, U.S. government lending agencies,
and individuals and others. The first four are considered financial
institutions because they either specialize in lending or have
specialized loan programsfor farmers. Individuals and othersinclude
trade firms, sellers of farm real estate, and lending institutions like
savings and loan associations or credit unions with minor involve-
ment in farm lending. Each of these groups has experienced different
responses to various market forces, institutional developments, and
regulatory changes that influence their market shares of farm debt
during the 1950-1980 period.

The Farm Credit System's level and shareof farm debt experienced
steady growth over thistime period sothat FCS now isregarded asthe
dominant lender in farm credit markets. Lending by Federal Land
Banks, in particular, increased sharply in response to the liberaliza-
tion of lending authority in the 1971 Farm Credit Act. They now are
the most important supplier of farm real estate debt, showing amarket
share of 36.1 per cent in 1980. Moreover, Farm Credit Administra-
tion data on loan purposes indicate that nearly half of theloans made
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by FLLB’s are for refinancing farmers previous debts, in part as a
basisfor farm expansion and also to relievefinancial stress in times of
insufficient cash flows. Production Credit Associations aso exhib-
ited steady growth in their share of non-real estate debt until the late
1970s when it declined from a high of 27.1 per cent in 1976 to 24.3
per cent in 1980. While less than the market share and total growth of
farm lending by commercial banks, PCA lending has experienced
more rapid growth in recent years than bank lending.

Life insurance companies have long supplied considerable long-
term debt to farmers. But their market share declined substantially
through thelate 1960s and most of the 1970s. Thedeclineisattributed
to competing uses for life insurance company funds, to increased
demand for loans from policy holders, and to usury limitson interest
rates in many states that became effective during periods of tight
credit and rising market rates.

Dataon trade financing from merchants and deal ersareless precise
than data for ingtitutional 1enders; however, the role of trade financ-
ing has declined greatly since the late 1960s. Reasons for the decline
include increases in trade firms' costs of providing credit servicesto
customers, farmers' preference for borrowing from more specialized
lenders, and growth in farm lending by FCS and commercial banks.
In contrast, long-term financing supplied by individuals, especially
sellers of farmland, has maintained a high, steady market share until
declining sharply in the 1979-1980 period.

Farm lending by the U.S. government takes several forms. One
consists of nonrecourse price support loans and crop storage loans
made by the Commaodity Credit Corporation as part of the govern-
ment's price and income policiesfor farmers. These loans were high
during the 1940s and 1950s. Then they began to decline, as govern-
ment programs were modified to allow greater movement of com-
modity prices, and to reflect the use of direct payments as a means of
income transfers for farmers. CCC lending now fluctuates with
changes in farmers' income. It also increased in the late 1970s in
response to implementation of along-term grain reserve.

The Farmers Home Administration (FmHA) — and, since 1977,
the Small Business Administration— haveaccounted for most of the
recent increases in government agency lending to farmers. As Gary
Benjamin points out, the share of institutionally held non-real estate
debt owed to the FmHA and the SBA increased from 3.5 per cent in
1975 to more than 17 per cent in 1980. This is the largest share for
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FmHA since the 1940s. When combined with CCC debt, the three
government agencies have nearly 25 per cent of all non-rea estate
farm debt owed to institutional lenders at the beginning of 1980, up
from below 5 per cent in 1975. When debt from individuals and
others is added, the government's share of total non-real estate farm
debt exceeds 20 per cent.

FmHA’s lending to farmers occurs through direct loan programs,
guarantees of farm loans made and serviced by commercia lenders,
and various emergency loan programs. The recent increase in FmHA
lending partialy reflects the Economic Emergency Lending Pro-
gram, which was authorized by the Emergency Agricultural Credit
Act of 1978 and extended in 1980. Unanticipated shortages in
availability of loan funds at reasonable rates from farmers' current
lendersis one of the eligibility requirementsfor the emergency loan
program. Hence, during this recent period, government's role as a
liquidity provider to farmers may have supplanted credit normally
supplied by commercia lenders, especially agricultural banks.
Moreover, the increased role of government lending also has oc-
curred at times in which farm income, although variable, has been
high, and appreciation in land values has been substantial [Ben-
jamin].

The extent of commercial bank involvement in farm lending is
shown by their share of farm debt relative to other lendersand by the
distribution of farm debt among various banks. Over the long term,
commercial banks shares of farm debt have been high, although
subject to periodic fluctuation, especially in non-real estate debt.
Table 5 shows that banks' share of total farm debt reached a post-war
high of 28.2 per cent in 1952, then declined to the 24-26 per cent
range through the next decade before rising to another peak of 30.5
per cent in 1974. Their proportion of total farm debt then declined
sharply to reach 25.2 per cent in 1980.

Banks share of farm real estate debt is comparatively minor,
amounting to around 12 per cent during the 1960s and 1970s, and
then declining to 10.5 per cent in 1980. Their share of non-real estate
debt is larger and more volatile. Table 6 shows that banks share of
total non-rea estate farm debt experienced a gradually increasing
pattern beginning in the mid-1950s and reached above 50 per cent in
the mid-1970s. Following 1977, however, banks market share de-
clined sharply to 41.3 per cent in 1980—a level more comparableto
the late 1960s.



TABLE 4A

Nonreal Estate Farm Debt Outstanding, January 1

Production Credit Other Financing Commercial Individuals and Fartners Home Commodity Credit
Associations Institutions Banks Others Administration Corporation Total
$million %  $million % $million % $million % $million % $millon % $ mllion
1950 387 5.6 51 0.7 2,049 29.8 2,320 33.7 347 5.0 1,721 25.0 6,875
1955 577 6.1 58 0.6 2,934 31.2 3,210 34.1 417 4.4 2,219 23.6 9,415
1960 1,361 10.7 90 0.7 4,819 38.0 4,860 38.3 398 31 1,165 9.2 12,693
1965 2,277 12.7 125 0.7 6,990 39.0 6,330 35.3 644 3.6 1543 8.6 17,909
1970 4,495 18.9 218 0.9 10,330 43.3 5340 22.4 785 3.3 2,676 11.2 23,844
1975 9,519 26.8 374 1.1 18,238 51.3 6,050 17.0 1,044 29 319 0.9 35,544
1980 18,323 24.4 666 0.9 31,03441.3 11,720 15.6 8,802 119 4,500 6.0 75,225




TABLE 4B
Real Estate Farm Debt, Outstanding, January 1

Federal Land Life Insurance Commercial Farmers Home Individuals
Banks Companies Bank Administration and others Total
3 million % $ million % $ million % $ million % $ million % $ million

1950 965 17.3 1,172 21.0 932 16.7 202 3.6 2,303 41.4 5,579
1955 1,280 15.5 2,052 249 1,161 14.1 379 4.6 3,374 40.9 8,245
1960 2,335 19.2 2,820 23.1 1,523 12.5 676 5.5 4,828 39.6 12,182
1965 3,687 19.5 4,288 227 2,417 12.8 1,285 6.8 7,218 38.2 18,895
1970 6,671 22.9 5,734 19.6 3,545 12.1 2,280 7.8 10,953 375 29,183
1975 13,402 29.0 6,2§7 16.6 5,966 12.9 3,215 6.9 17.408 37.6 46,288
1980 29,642 36.1 12,165 14.8 8,623 10.5 6,556 8.0 25,137 30.6 82,123
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TABLE 5
Total Farm Debt Outstanding, All Lenders, Market Shares,
1950-1980

Total Comm. LifeIns. Comm. Indiv. &

Debt FCS  Banks Co. FmHA Cr.Corp. Others

$1,000 e % % % % $
1950 12,454 11.3 23.9 9.4 4.4 13.8 37.2
1951 13,051 11.5 26.9 10.4 4.5 6.2 40.5
1952 14,644 11.4 28.3 10.5 4.1 4.0 41.8
1953 16,099 11.0 26.5 10.7 4.1 7.4 40.3
1954 16,934 10.6 22.8 11.2 4.3 14.1 37.1
1955 17,660 10.8 232 11.6 4.5 12.6 37.3
1956 18,792 11.6 24.4 12.1 4.4 10.0 37.6
1957 19,345 12.8 23.7 12.8 4.6 8.1 38.0
1958 20,412 14.0 24.1 12.6 4.8 6.0 38.6
1959 23,649 13.8 23.5 11.3 4.3 10.5 36.7
1960 24,775 15.3 25.6 11.4 4.3 4.7 38.7
1961 26,180 15.7 25.1 11.4 4.4 5.3 38.1
1962 28,466 16.0 24.4 11.1 5.1 6.6 36.9
1963 31,386 15.8 25.0 10.8 5.1 6.5 36.7
1964 34,387 16.0 25.6 11.0 5.1 5.6 36.7
1965 36,804 16.5 25.6 1.7 5.2 4.2 36.8
1966 40,656 17.1 25.3 11.8 5.4 3.5 36.9
1967 44,029 18.4 25.7 11.8 5.5 2.6 36.0
1968 47,397 19.5 26.0 11.7 5.6 3.0 34.2
1969 50.455 20.0 25.9 11.4 5.7 5.3 31.7
1970 53,027 21.5 26.2 10.8 5.8 5.0 30.7
1971 54,483 23.2 27.3 10.3 59 3.4 29.8
1972 59,113 24.0 28.3 9.4 5.7 3.8 28.7
1973 65,344 243 29.2 8.6 5.5 2.7 29.5
1974 74,136 25.7 30.5 8.0 5.2 1.0 29.5
1975 81,832 28.5 29.6 7.7 5.2 0.4 28.7
1976 90,832 29.5 29.1 7.4 5.7 0.4 27.6
1977 102,663 30.3 29.3 7.2 54 1.0 26.9
1978 119,272 29.6 28.1 7.4 6.0 3.8 25.2
1979 137,499 29.2 26.8 7.4 7.2 3.8 25.6

1980 157,323 30.9 25.2 9.9 29 23.4
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TABLE 6
Nonreal Estate Farm Debt Outstanding, All Lenders,
Market Shares, 1950-1980

Total Comm. Cornm. Indiv. &
Debt PCAs FICB Bunks FmHA Cr.Corp. Others

$1,000 % % % %% % %
1950 6,875 5.6 0.7 29.8 5.0 25.0 33.7
1951 6,938 6.5 0.9 36.4 4.7 11.7 39.8
1952 7,981 70 1.0 39.1 3.8 7.4 41.7
1953 8,859 6.8 0.9 36.1 3.8 13.4 39.1
1954 9,194 5.9 0.7 30.1 4.1 26.0 333
1955 9,415 6.1 0.6 31.2 4.4 23.6 34.1
1956 9,780 6.6 0.6 33.8 4.2 19.1 35.7
1957 9,523 7.3 0.6 344 4.5 16.4 36.6
1958 10,029 8.8 0.7 35.9 4.3 12.1 38.1
1959 12,558 8.9 0.7 33.1 3.2 19.7 34.4
1960 12,693 10.7 0.7 38.0 3.1 9.2 38.3
1961 13,359 11.1 0.7 37.4 3.1 10.4 37.4
1962 14,567 1.3 0.7 36.5 3.4 12.8 35.4
1963 16,219 11.3 0.7 36.9 3.4 12.7 35.0
1964 17,853 12.0 0.7 37.8 34 110 35.1
1965 17,909 12.7 0.7 39.0 3.6 8.6 353
1966 19,470 13.2 0.7 39.4 3.7 7.2 35.7
1967 20,951 14.4 0.7 40.7 3.5 5.5 35.1
1968 22,254 15.8 0.8 41.7 3.6 6.4 31.8
1969 23,058 16.6 0.8 42.2 3.6 1.6 253
1970 23,844 18.9 0.9 433 3.3 1.2 22.4
1971 24,138 21.9 0.9 46.0 33 7.8 20.1
1972 26,906 22.6 0.9 46.5 2.9 8.4 18.8
1973 29,587 22.3 0.8 48.4 2.6 6.1 19.7
1974 32,884 23.8 1.0 52.2 2.7 2.3 18.0
1975 35,544 26.8 1.1 51.3 2.9 0.9 17.0
1976 39,763 27.1 0.9 50.7 4.5 0.9 16.0
1977 46,073 26.6 0.8 50.5 4.1 2.2 15.8
1978 55,631 24.3 0.7 46.2 5.6 8.1 15.1
1979 65,267 23.0 0.8 43.3 8.9 8.0 16.0

1980 75,200 243 0.9 41.3 11.9 6.0 15.6
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Table 7 excludes loans from individuals and others to show non-
real estate farm debt held by institutional lenders. Here, the fluctua-
tions in commercial banks' shares are more pronounced. The 1960s,
for example, show a decline in banks' share of institutionally held
non-real estate debr in the first haf of the decade, followed by an
increasing pattern in the second half of the decade until a sharp drop
occurred in 1969, perhaps areflection of the 1969-70 credit crunch.
Banks' share rose again to a 1974 high, a period of record-high farm
incomes. Banks' share of this debt then declined, with sharp drops
occurring in the 1978-1980 period. Thesefluctuations appear closely
correlated with changes in shares held by government agencies.
Hence, problems in credit availability at rural banks, in periods of
tight money and adverse farm income that hamper loan repayments
and deposit growth, are important factors explaining periodic de-
clines in banks' market shares. More liberal lending authority for
FmHA (and SBA) through economic emergency programs has
further stimulated the recent decline in banks market shares.

Substantial differences in banks' share of farm debt also occur
among states and regions [Barry and Lins]. For non-real estate debt,
banks' highest market shares occur in the Northern and Southern
Plains regions and in the central Corn Belt; lowest shares occur in the
Appalachian and Southeastern regions. For farm real estate debt,
highest market shares occur in the Appalachian and Northeastern
regions. Lowest shares are in the Mountain and Pacific regions.

Among banks, the distribution of farm debt is strongly influenced
by bank size, location, specialization, and type of branching. Money
center banks generally finance larger operations, usualy those in-
volved in livestock or poultry production [Vasco; Harmon]. Thistype
of financing is not restricted to local markets and may encompass the
entire United States. Money center banks in states with liberal
branching laws may also serve both large and small farming opera-
tions. These banks are further involved in agriculture by financing
agribusinesses and international trade, and through loan participa-
tions with regional and community banks [Minger].

Regional banks also provide direct loans to large agricultural
operations and agribusinesses and loan participations with smaller
banks. In fact, when banks are ranked by volume of agricultural
loans, most of the top 50 or so banks are in large cities even though
their farm lending is small relative to other lending activities. Most
heavily involved in farm lending are smaller, community-oriented
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TABLE 7
Nonreal Estate Farm Debt Outstanding, Institutional Lenders,
Market Shares (1958-1980)

Government Agencies

Comm. Com. Cr.
PCAs FICB Bnnk Total FmHA Corp.

% % % % % %
1950 8.5 11 45.0 45.4 7.6 37.8
1951 10.8 1.5 60.4 273 7.9 19.4
1952 12.1 1.7 67.1 19.1 6.5 12.6
1953 1.1 1.5 59.2 28.2 6.3 21.9
1954 8.8 1.0 45.0 45.1 6.1 39.0
1955 9.3 0.9 473 42.5 6.7 35.8
1956 10.2 1.0 52.6 36.2 6.5 29.7
1957 11.6 1.0 54.4 33.0 7.1 25.9
1958 14.3 1.1 58.1 26.6 7.0 19.6
1959 13.5 1.0 50.5 34.9 4.9 30.0
1960 17.4 1.1 61.5 20.0 5.1 14.9
1961 17.7 1.1 59.6 21.6 50 16.6
1962 17.4 1.1 56.5 25.1 5.3 19.8
1963 17.4 1.0 56.7 24.9 5.3 19.6
1964 18.5 1. 58.3 22.1 5.2 16.9
1965 19.7 1.1 60.4 18.9 5.6 13.3
1966 20.6 1.1 61.3 17.9 5.7 11.2
1967 222 1.2 62.7 13.9 5.4 8.5
1968 23.2 1.2 61.1 14.7 5.3 9.4
1969 222 1.0 56.5 20.3 4.8 15.5
1970 24.3 1.2 55.8 187 4.2 14.5
1971 27.5 1.1 57.6 13.8 4.1 9.7
1972 27.8 1.1 57.2 13.9 3.5 10.4
1973 27.8 1.1 60.3 10.9 3.3 7.6
1974 < 29.0 1.2 63.7 6.1 3.3 2.8
1975 32.3 1.3 61.8 4.6 3.5 1.1
1976 32.2 1.0 60.3 6.4 5.3 1.1
1977 31.6 0.9 600 7.4 4.8 2.6
1978 28.2 0.8 53.6 16.5% 6.6 9.4
1979 26.6 0.9 50.0 22.5% 10.2 9.3
1980 27.8 1.0 47.1 24 1% 13.6 6.8

*Includes small business admimstration loans.
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banks located in rural areas.

Closely related to bank size isthe type of branching. Asof January
1, 1979, only 12 states required unit banking operations, 17 states
permitted limited branching, and 21 states permitted statewide
branching. Most unit banking states are located in the strong com-
mercial agricultural areas of the Midwest and Plains regions. Hence,
they experience considerable involvement in farm lending. AsTable
8 shows, banksin the 12 unit banking states account for nearly half of
al non-real estate loans held by banks and about a third of al farm
real estate loans held by banks. Banks in unit and limited branching
states together account for about 80 per cent of al non-rea estate
loans held by banks. Unit banking states al so generated about 36 per
cent of U.S.total grossfarm income in 1978 and accounted for about
42 per cent of the total value of all U.S. farm assets.

TABLE 8
Farm Debt, Gross Income, and Farm Assets
by Bank Structure, January 1, 1979

Unit Limited
Bunking Branching Statewide
States States Branching
Number of States 12 17 21
Nonrea Estate Farm Debt
$ million 13,907 8,501 5,865
Percent of total, % 49.2 30.1 20.7
Farm Real Estate Debt
$ million 2,718 4,760 1,078
Percent of total, % 31.8 55.6 12.6
Total Gross Farm Income
$ million 45,616 46,759 32.539
Percent of total, % 36.5 37.4 20.0
Farm Assets
$ million 342,059 309,252 168,841

Percent of total, % 41.7 37.7 20.6
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Issuesin Agricultural Banking

The prominence of unit banking states in farm lending means that
much farm lending is concentrated in smaller rural banks a which
farm income trends significantly affect loan and deposit conditions.
Melichar's analysis [1977] shows that about one-third of all commer-
cial banks have aratio of total farm loans to total loans that exceeds
0.25. These agricultural banks account for over half of all farm loans
a commercial banks. In Illinois, for example, there were 410 ag-
ricultural banksin mid-1978 out of atotal of 1,251 banksin the state.
These banks held about two-thirds of the total farm debt owed to
institutional lenders in Illinois and averaged $16.65 million in total
assets, with nearly al these agricultural banks having total assets of
less than $50 million [Barry and Hakesl.

Theliquidity of agricultural banksisof much interest at times, due
to their substantial involvement in farm lending and their heavy
reliance on local markets for sources of funds. They rely on loca
markets for attracting deposits as the major source of'loanable funds,
and have experienced periodic disintermediation problems as deposit
funds subject to lega interest rate limits were allocated to other
investments in periods of rising interest rates. These banks also are
especiadly vulnerable to changes in farm and farm-related financial
conditions in their local areas that influence loan demand, loan
repayment, and deposit activity. Combined effects of these condi-
tions have caused periodic stresses in bank liquidity and relatively
high fluctuation in availability of loan funds for farmers.

Federal Reservedata show that average loan-deposit ratios in these
agricultural banks generally are less than those of other banks but
increased to record levels in the late 1970s. Asindicated by Melichar
[1980], after remaining relatively insensitive to restrictive monetary
policies in the 1969-1970 and 1973-1974 periods, L/D ratios of
agricultural banks rose sharply during the low-farm income years of
1976 and 1977 as rapid loan expansion continued while rates of
deposit growth and loan repayment declined. Then, asfarm income
improved, L/D ratios at these banks rose more sowly in 1978 and
leveled off in 1979, even asratios at large nonagricultural banks were
rising sharply. L/D ratios for all banks then declined from mid-1979
peaks to lower levels in 1980.

Further evidence about liquidity of agricultural banks is reflected
in their responses to surveys about farm lending conditions. Results
from surveyed banks in the Seventh Federal Reserve District
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(Chicago) show, for example, much disparity between trendsin farm
loan demand and fund availability in the 1970s. Farm loan demand
showed consistent growth. In contrast, the trend in fund availability
showed much more variation, including several periods of substantial
decline in the late 1970s.

Agricultural banksin unit banking states al so experience problems
meeting larger farm loan requests that exceed the banks' legal lending
limit to individual customers. Benjamin points out that growth in
legal lending limitsof banksin several Midwestern states hasfailedto
keep pace with growth in farmers' credit needs. A recent survey
showed, for exampl e, that more than half the agricultural banksin the
Chicago district experienced more farm customers with credit needs
exceeding the banks' lending limit than five years ago. These banks
must develop loan participations with other lendersfor these custom-
ers, or risk losing their business.

Bankers also contend that problemsin fund availability occur from
increasing competition for deposit fundsin rural areas. Detailed data
about flows of funds in rura financial markets have not been com-
piled. However, national data on market shares of deposits held by
major institutional sources are shown in Table 9. Long-term trends
indicate that market shares for savings and loan associations, and to a
much lesser extent for credit unions, have been growing. Moreover,
in recent years the share held by money market mutual funds grew
considerably. Commercial banks' combined share of demand and
time deposits declined from nearly 80 per cent in 1950 to less than 60
per cent in 1980. Moreover, the mix of banks' share shifted strongly
to timeand savings deposits, especially thoseof larger denomination.
While inferences from these aggregate deposit patterns to deposit
flows in rural financial markets are limited, the data are consistent
with concerns expressed by many agricultural bankers about compe-
tition for funds in local markets.

The Setting for the 1980s

The beginning of the 1980s is a crucial period for farm credit
markets and for the role of commercial banks in financing U.S.
agriculture. Preceding sections have shown the changing patterns of
debt use and financial structure in the farm sector, the broad patterns
of change in roles of major farm lenders, and the unique characteris-
ticsof agricultural banks. However, tracing these patterns of change



TABLE 9
U.S. Deposit Data for Commercial Banks, Thrift Institutions and Money Market Funds

1950 1955 1960 1965 1970 1975 1978 1980
$Billion % $Billion % $Billion % $Billion % $Billion % $Billion % $Billion % $Billion %
Commercial Banks
Demand Deposits ~ 93.4 56.6 110.2 49.4 1184 40.2 1394 304 1758 274 228. 204 2615 17.3 2709 164
Time Deposits 36.8 22.3 50.0 224 729 247 1466 32.0 2331 36.3 4555 40.8 6156 40.6 660.2 39.9
Large negotiable
CD’s 0 0 1.1 04 162 35 261 41 829 7.4 1000 6.6 NA
Large NA NA 41 14 119 26 291 45 755 .6.8 1084 7.2 NA
Small NA NA 67.4 229 1180 25.8 1765 275 289.2 259 390.3 25.8 NA
Savings & Loan
Associations 140 8.5 321 144 621 211 1104 241 1464 228 285.7 25.6 431.0 28.5 4721 286
Mutual Savings
Banks 200 122 282 127 363 123 524 115 716 11.1 109.9 9.8 1426 9.4 1458 8.8
Credit Unions 7 04 24 11 50 1.7 92 20 155 24 330 30 530 35 554 33
Money Market \
Funds .0 0.0 0 0 0 0 0 0 0 0 37 03 108 0.7 491 3.0
Total 164.9 2229 294.7 458.0 642.4 1115.9 15145 1653.5

Source: Federal Reserve Bulletin and Flow of Funds Accounts, Board of Governors of the Federal Reserve System.
Year-end data, cxcept for 1980 (January)
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through to the 1980s is not a straightforward process due to the
strengthening interrelationships among numerous forces in the farm
sector, financial markets, the general economy, and government
policies. As later projections will show, combined effects of these
forces can strongly influence the rates of growth and composition of
future capital and credit needs in the farm sector, as well asthe roles
of major farm lending groups.

The 1980s are beginning with anticipation of high variability of
farm income, especially from uncertainties about export demand for
farm products and about the impact of energy and transportation
issues on financial performance of the farm sector. Further consoli-
dation of farm units into fewer operations of larger size isanticipated,
with an increasing dichotomy between financing needs of larger,
more specialized farming operations, and smaller ones that rely
heavily on off-farm sources of income. In the national economy,
there are uncertainties about how energy, transportation, employ-
ment, and efforts to control an unacceptably high rate of inflation will
affect financial conditions in the farm sector and economic growth of
the U.S. and other countries. In public policy, there are uncertainties
about future directions of government price, income, and credit
programs for farmers, and whether these programs will maintain a
high or low profile in farm credit markets.

In financial markets, the conditions of 1979-80 likely are the most
severe of the last two decades, with interest rates reaching record
levels and showing much variability. Loan-deposit ratios in agricul -
tural banksincreased sharply in the 1970s, asdid banks' problemsin
meeting large loan requests that exceed legal lending limits. The
distribution of farm credit among major lenders has been charac-
terized by steady growth in lending by the Farm Credit System,
fluctuation of market shares for banks and government lenders in
response to changes in farm income and financial market conditions,
and declining market shares of other lenders. Competition for savings
funds in rural financial markets has increased, and savers appear
much more cognizant of yield, liquidity, and risk differentials.

Finally, massive changes are occurring in the regulatory environ-
ment for financial institutionsthat have profound implicationsfor the
cost and availability of funds, the profitability, and the competitive
position of agricultural banks. As a result, there is much concern
about the ability of the commercial banking system to sustain its past
pattern of involvement in farm lending—that is, its heavy reliance on
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farm lending by smaller unit banks located in rural areas. These
factors increase the importance of forward-looking analyses but bring
greater complexities into the projection process as well.

Future Farm Credit Demands

The task of projecting capital and credit needs in the farm sector
has benefited greatly from previous analytical work in modeling
flowsof funds. A review article by John R. Brakeand E. O. Melichar
— two major participants in flow-of-funds modeling— highlights the
early developments and subsequent refinements, and demonstrates
the sensitivity of projections to important assumptions and estimates
of relationships among key variables. The U.S. Department of Ag-
riculture's flow-of-funds project, based on efforts of J. B. Penson,
D. A. Lins, and G. D. Irwin, contributed significantly to develop-
ment of projection methods that have served as the basis of USDA’s
agricultural finance outlook, as well as providing many insights into
important determinants of flows of funds and financial performance
in the farm sector.

The projections presented here come from two recent projects by
finance economistsin the Farm Credit Administration (FCA) and the
U.S. Department of Agriculture. Both setsof projections result from
substantial effortsin sector modeling, analysis, and judgment by the
analysts involved. Their numerical results provide valuable insight
into how capital and credit needs of the farm sector during the 1980s
may respond to various developmentsin the national economy, in the
farm sector, and in U.S. government policy.

The approach followed here is to briefly review the key assump-
tionsand general lines of analysisfor each model and to show some of
their numerical results. Neither time nor sufficient information are
available to document each model's specification or to critique the
analytical procedures. The models differ in choice of variables,
functional forms, estimation procedures, length of horizon, time
paths of variables and performance measures, and scenario charac-
teristics. Hence, each model's projections are treated independently
and show ranges of possible debt levelsfor the various scenarios. The
accompanying tables jointly present each model's baseline projec-
tion, and then show projections for each scenario.

FCA’s " Project 85’ under the direction of John Moore and
George Irwin provides a comprehensive assessment of the Farm
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Credit System's operating environment at the midpoint of the 1980s.
An important part of the project was the projection of farm sector
performance and related credit needs using econometric models of
Data Resources, Inc. Three scenarios reflect a range of possible
sector outcomes for three key variables: a) general inflation rate, b)
real rate of national economic growth, and c) rate of growth of
agricultural exports.

The baseline scenario isthe best estimate of the 1985 environment
based on events that can reasonably be expected to occur. The
economy is growing at,a 3 per cent annual rate at yearend 1985, the
annual inflation rate is 8 per cent, and agricultural exports are grow-
ing at 5 per cent annually. A less optimistic scenario, called **high
inflation,” assumes relatively high inflation (12 per cent annually),
slower real economic growth (2 per cent annually), and strong growth
of agricultural exports (8 per cent annually). The third scenario,
called **low inflation,"" combinesassumptions of low inflation (6 per
cent annually) and high national growth (4 per cent- annually) with
zero growth of agricultural exports.

These FCA scenarios represent the general pattern of the years
from the beginning of the 1980sthrough yearend 1985. Thus, looking
back from the second half of the decade, 1980 could be an average
year in the high inflation scenario, a high-inflation year in the
baseline, or a breaking year moving toward the low-inflation
scenario. Each scenario asks "*What if" these general conditions
prevail most of the time for the next five years.

FCA projections of the balance sheet and net income for the farm
sector are shown in Table 10 for the baseline scenario and in Table 1 |
for al three. Actua figures for yearend 1979 are included. Changes
in balance sheet figures are shown as average annual compound rates
of growth over the 1980-85 period.

Total farm debt is projected to grow at a slower rate in the early
1980s than occurred in the second half of the 1970s. For the baseline,
the projected annual growth rate for total debt is 9.3 per cent,
reaching a total of $275 billion by yearend 1985. The slower growth
in debt apparently is attributed to assumptions of lower inflation and
lower real farm income for 1985 than occurred in the later 1970s.
Lower inflation rates in turn lower the growth rates for costs of
operating exports and capital items, especially land values. Asinthe
later 1970s, non-real estate farm debt continues to experience faster
growth than real estate debt.



TABLE 10
Financial Projections for Baseline Services, Farm Credit Administration (FCA) and
General Equilibrium Model (GEM)

FCA GEM
1979 1985 1980-1985 1980-1985 1980-1990
Dec. 31 Dec. 31 Average Annual Average Annual  Average Annual
Growth Rate 1985 1990 Growth Rate Growth Rare
$ Billion $Billion % $ Billion  $ Billion % %
Farm Sector Assets
Real Estate 696 1,297 10.9 1,379 2,941 12.1 14.0
Non Real Estate 213 352 8.7 335 484 7.8 7.8
Financial _41 41 0 57 68 5.6 4.7
Totd 950 1,690 10.1 1,771 3,493 10.9 12.6
Farm Sector Debt
Real Estate 85 141 8.8 177 272 13.0 11.2
Non Real Estate 76 134 9.9 164 25 13.7 11.5
Total 161 275 9.3 341 523 13.3 11.3
Farm Sector
Net Worth 789 1,415 10.2 1,430 2,970 10.4 12.8
Debt to Asset Ratio 169 163 .193 150
Annua Average Annua Average Annua Average
Net Farm Income NA 48.3 42.9 33.9 85.0 287 44.9

LE



Financial Projections for Alternative Scenarios, Farm Credit Administration

TABLE 11

Low Inflation High Inflation
Baseline No Export Grmvrh Strong Exports
1979 1985 1985 1980- 1985 1985 1980- 1985
Dec. 31 Dec. 31  Average Annual Dec. 31  Averuge Annual Dec. 31 Average Annual
Growth Rare Growth Rare Growth Rate
$ Billion  $ Billion % $ Billion % $ Billion %
Farm Scctor Assets
Red Estate 696 1,297 109 775 1.8 2,553 24.2
Non Real Estate 213 352 8.7 284 49 449 13.2
Financia 41 41 0 51 3.7 23 -9.2
Total 950 1,690 10.1 1,110 2.6 3.025 21.3
Farm Sector Debt
Red Estate 85 141 8.8 92 13 238 18.7
Non Real Estate _16 134 9.9 126 8.8 136 10.2
Total. 161 275 9.3 218 5.2 374 15.1
Farm Sector Net Worth 789 1,415 10.2 892 2.1 2,651 22.4
Debt to Asset Ratio 169 163 .196 124
Annual Average Annual Average
Net Farm Income NA 48.3 429 34.3 311 68.3 50.7




Prospective Trends 39

The low-inflation scenario with no farm export growth projects
total farm debt growing to only $218 billion in 1985 — an annual
growth rate of 5.2 per cent. Most of the growth occurs in non-real
estatedebt; growth ratesfor both real estate assets and real estate debt
decline to very low levels.

The high-inflation scenario with strong farm exports projects total
farm debt increasing to $374 hillion in 1985—an annual growth rate
of 15.1 per cent. Compared to the baseline, most of the additional
growth occurs in real estate debt due to combined effects of higher
real net farm income, higher inflation, and higher land values.
Offsetting the projected growth in real estate debt is even faster
growth in real estate values. As a result, the D/A ratio for the farm
sector in 1985 declines relative to its 1980 value and relative to its
value in other scenarios.

In all three scenarios of the FCA models, non-real estate farm debt
is projected to grow at about 9-10 per cent annually between 1980 and
1985 regardless of the values assumed for the general inflation rate,
national economic growth, and agricultural export growth. Changes
in debt use and farm financia structure for the scenarios occur
primarily in the real estate components of the sector's balance sheet.
Hence, the FCA model projects fairly steady annual growth of 9-10
per cent in loan demands for non-real estate lenders; these rates are
considerably less than the growth rate for non-real estate debt that
occurred in the late 1970s.

The second set of projectionsof capital and credit in thefarm sector
is based on results of aGeneral Equilibrium Model (GEM) which is
now used asthe projection’'s mechanism in USDA’s financial outlook
activities [Hughes and Penson]. GEM includes supply and demand
functions for goods in the national economy, using ageneral equilib-
rium theoretical structure. It projects valuesof many macro variables
while focusing on financial projections for the farm sector. Hence,
the model internalizes estimates on many variables and requires
forecasts on a set of exogneous variables that include various gov-
ernment policies. Model results are reported as the balance sheet of
thefarm sector, farm income statistics, net flowsof fundsfor thefarm
sector, and various macro-economic variables.

Scenarios reported here for GEM reflect assumptions of high and
low rates of general inflation and high and low involvement of
government in agriculture. The baseline assumes that monetary and
fiscal policies will reduce inflation over the next ten years from
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TABLE 12
Financial Projections for Alternative Scenarios, General Equilibrium Model
Basdline Low Inflation—Low Governtnent I nvolvement
1979 1985 1990 1980-1985 1980-1990 1985 1990 1980- 1985 1980- 1990
Dec. 31 Dec. 31 Average Average Average Average
Annual Annual Annual Annual
Growth Rate Growth Rare Growth Rate Growth Rate
$ Billion $ Billion $ Billion % Yo $ Billion $ Billion % %
Farm Sector Assets
Real Estate 696 1,379 2,941 12.1 14.0 1,378 2,938 12.1 14.0
Non Real Estate 213 335 484 7.8 7.8 323 435 7.2 6.7
Financial 41 57 68 5.6 4.7 57 69 5.6 4.8
Total 950 1,771 3,493 10.9 12.6 1,758 3,442 10.8 12.4
Farm Sector Debt
Readl Estate 85 177 272 13.0 11.2 178 281 13.1 t1.5
Non Rea Estate _76 164 251 13.7 1.5 164 250 13.7 11.4
Total 161 341 523 13.3 11.3 342 351 13.4 11.5
Farm Sector
Net Worth 789 1,430 2,970 10.4 12.8 1,416 2,911 10.2 12.6
Debt to Asset Ratio .169 .193 150 .194 154
Annual Avrg. Annual Avrg. Annual Avrg. Annual Avrg.

Net Farm Income NA 33.9 85.0 28.7 44.9 30.8 72.2 27.1 39.9




v . vt 0°Si '8l £'1e v've e £°CC
aBeIaAy [enuuyageIaAy [enuuy d8eroay [enuuyafelaay [enuuy
9¢ LIT €LT . 81T
<1l $6 Sre'T 6S€°1 801 v'6 PP T 96¢°1
0Ll [y 906 LLE Ll £°6l 616 8L¢
L9l 8¢l L1y €81 891 LS 184 ¢8l
Ll Lyl 68Y ¥61 ¢Ll 6'vl ios 961
el 901 1Sp°e SEL ¢zl S0l T9¢°¢ £EL ]
(0 0y 0zl [43 €01 'L 171 9
[ 06 189 8E v0l L8 €9 et
6°CI <l 059°C 91€°] 8zl el L09°CT 0ze'l
% % uoig §  uworyig § % % uolpg ¢ uolig ¢
DY YIMOLD DY YIMOLD) DY YINOLD) DY YINO4D)
jpnuuy a8paaay pnuuy LAy [pnuuy 280424 [pnunly 38pasay
0661-0861 §861-0861 0661 $861 0661-0861 §861-0861 0661 s861

JUIUIAJOAUT JUIWULIN0G YS1y—uouplfu] ysiy

JURWIAJOAUS IUIUULIAOL) MOT—UOUDfU] YSIY

(penunuoo)
<1 3719vL

WOdU[ WIR] 19N

oney 19ssy 0] 1qeQq
YlIoM 19N 10103g WiBy

[eloL

Jeisyg 8oy UON

arisg 189y
193] 101295 weq

1oL

[eIDURUL]

delsy [eay UON

Jeisy [BaY
19SSV 10109 ULIE,]



42 Peter J. Barry

double-digit rates in 1980 to about 5 per cent in 1990, and that the
level of government involvement in agriculture will be similar to
1980 levels in constant dollar terms. A second scenario assumes
reduced inflation and lower government involvement in agriculture.
A third scenario assumes relatively high inflation throughout the
1980s with low government involvement in agriculture. The fourth
scenario assumes high inflation and high government involvement.

GEM projections have a specified horizon (e.g., 10 years) with
values of variables and performance measures reported for each year.
For summary purposes, GEM results reported here include only
yearend values for 1985 and 1990, and annual growth rates for the
1980-85 and 1980-90 periods.

The baseline projects relatively weak financial performance by the
farm sector in the early 1980s followed by stronger growth in the
second half of the decade. Strengthening occurs from the combined
effects of greater stability in livestock earnings, higher incomes of
domestic consumers, lower inflation rates, and relatively stable ex-
ports. Total farm debt is projected to grow at an 11.3 per cent annual
rate over the decade, reaching $523 billion in 1990. Faster growth in
debt (13.5 per cent annually) is projected for the first haf of the
decade, with total debt projected to reach $341 hillion in 1985. Debt
grows faster than net worth in the early 1980s, while the reverse
pattern is occurring by 1990.

Farm real estate values continue to experience rapid growth in the
baseline, especialy inthe second half of the 1980s, asaresult of rapid
growth in farmers' real income. In contrast, values of non-real estate
assets experience relatively low growth (7.8 per cent annually)
throughout the decade due to interactions between higher costs of
energy and slower growth of investment in farm machinery and motor
vehicles. Thus, growth rates projected in the baseline for non-red
estate assets areconsiderably less than those for non-real estatedebt.

Results for the scenario with low inflation and low government
involvement are similar to the baseline results. However, the two
high-inflation scenarios show much greater use of farm debt, as well
as relatively low net farm income and slow net worth growth, espe-
cialy in the second half of the 1980s. Moreover, when inflation rates
remain high, theeffect of government involvement is more important
tofarm income in the high involvement scenario, but relatively minor
in both cases. In both of the high-inflation scenarios, total farmdebt is
projected to exceed $900 billion in 1990 with growth of debt ac-
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celerating in the second half of the decade. Higher inflation also is
associated with declining patterns of real farm income and values of
farm real estate. Thus, farm debt experiences faster growth than farm
assets, causing slower growth in the sector's net worth.

Table 13 summarizes projections of farm debt under alternative
scenarios in both the FCA and the GEM models. The FCA baseline
model projects a slower growth rate for non-real estate debt in the
1980-1985 period than doesthe GEM baseline. However, the GEM’s
projected growth rate for non-real estate debt declines in the 1985-
1990 period. The FCA model also projects a slower growth rate for
farm real estate debt than does GEM for the 1980-85 period, although
real estate components in the FCA model appear more sensitive to
characteristics of the various scenarios than do values of non-real
estate components. Differences in the role of agricultural exportsin
both models have an important influence on the projections. Export
growth isan exogenous variable in the FCA model and endogenousin
the GEM model.

In evaluating the results of projection models like these, it is
common and yet perplexing for both the projection process itself and
the specific results to generate numerous new questions that need
further study. Indeed, this is a proper role for projection analyses.
Model builders must explain and defend their models' specifications
and work toward developing a reasonable scenario, or set of
scenarios, for analyzing future directions of the sector under study.
Results then must be evaluated for that sector and implications
considered for many features of the sector that defy effective model-
ing. Many of these features involve disaggregation of the aggregate
results along the lines of various sub-sectors, transactors, structural
characteristics, or other classification schemes. Moreover, these dis-
aggregated questions often are highly relevant in policy formulation,
private decision-making, measuring performance, and welfare
analysis.

Hence, before focusing on suppliers of future farm debt, it is
appropriate to consider some possible changes in future characteris-
tics of thefarm sector that could alter the pattern of these projections
and further influence disaggregative analyses. It islikely, for exam-
ple, that the farm sector will continue to experience reductions in the
number of farms and growth in size of the remaining operations. A
recent USDA study projects further decline in farm numbers from
about 2.6 million in 1980 to 2.32 million in 1985 and 2.09 million in
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1990. These reductionsin farm numbers mean that growth of debt per
farm will be higher (by about 2 to 3 percentage points) than the
aggregate growth rates, with greater concentration in larger farming
operations.

Closely related to the adjustments in numbers and sizes of farms
are the financing consequences of farmers' departure from the farm
sector and the entry of new operators— either from property sales at
retirement or inter-generational transfers of farm property. There
may be growing incentive and need for retiring farmersto leave their
capital invested in agriculture, in part asasource of financing for new
entrants. Moreover, unless transfer taxes are abolished, inter-
generational transfers will experience estate and inheritance tax obli-
gationsthat may often require asset liquidation, borrowing, or both to
satisfy liquidity needs of off-farm heirs. Farmland investments may
offer a form of tax shelter in inter-generational transfers through
gualification for use-valuation on farmland and installment payments
of Federal estate tax obligations that are sheltered from market values
for land and interest rates. Debt obligations then arise to the Internal
Revenue Service, with additional contingent tax liabilities if eligibil-
ity conditions terminate.

Projections of future performance are also subject to new devel-
opments in financing practices that have no historical basis for mod-
eling. Strongfinancial performance in thefarm sector should increase
investment incentives by nonfarm investors, especially in farm land,
and open new sources of equity capital. Some lenders may further
develop loan programs with equity participations. Growth in farm
size and greater complexity in business 'organizations should bring
further adjustment to nonproprietary forms of business organization
that alter patternsof managerial control and financing. Leasing of real
estate should become more extensive, more formal in contractual
arrangements, and more complex in financing arrangements for
meeting rental payments and for 'sharing financing obligations in
share |leases. Leasing of non-real estate assets should increase, espe-
cially if private leasing companies, financial institutions, and manu-
facturers can develop leasing programs that are profitable and finan-
cially feasible for farm operators. Continued development in risk-
bearing skills, especially in inventory management, marketing, and
use of various kinds of insurance, will modify debt-carrying
capacities and thus financial structure. Involvement of farm families
in nonfarm employment and investments seemslikely to increase asa
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means of diversification and to more fully utilize seasonal labor
resources.

Numerous other examples could be identified that arise from the
results of aggregate projections and which indicate the need for
careful disaggregative analysis. However, the major focus here ison
how the growth in farm debt will be met by various participants in
farm credit markets.

Future Suppliers of Farm Debt

Neither of the two projection models reviewed in the preceding
sector is designed to evaluate the role of mgor farm lenders in
meeting future credit needs of the farm sector. Hence, these issues
require further analysis and careful judgment. In particular, there is
need to address key questions about the capacity of farm credit
markets to meet future financing needs, how the farm debt will be
distributed among the major lending groups, and how this distribu-
tion is influenced by the various scenarios that characterize condi-
tions in the farm sector, in government policy, in national economic
conditions, and in financial markets.

First, there appear to be no strong evidence, concerns, or other
indications that farm credit markets cannot continue to meet the
aggregate of projected credit needs. Projected growth rates for farm
debt are high but also appear lower than comparable rates for the
1970s under most scenarios. The farm sector's share of total credit
market debt should continue to be low relative to shares of other
sectors. Moreover, as noted earlier, the efficient access of several
farm lenders (especially the Farm Credit System and the Federa
government) to national financial markets means that credit should be
available on asustained basisover awiderange of possible scenarios.
However, the access to national markets rests on the farm sector's
willingness and ability to pay current market interest rates on debt
which likely will remain relatively high and volatile throughout the
1980s.

The more pressing questions involve the relative positions of farm
lending groups in meeting these credit needs, and how these market
shares may respond to the various scenarios and to changesin regula-
tions that influence competitive positions in local financial markets.

The distribution of farm debt has been characterized by steady
growth in lending by the Farm Credit System, fluctuation of market
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share for banks and government lenders in response to changes in
farm income and financial market conditions, and declining market
share for other credit sources. Market shares in the future should
continue to reflect these general patterns, athough they will be
influenced by the long-term financial performance of the farm and
nonfarm sectors and by the impact of regulatory change.

Strengthening of financial performance in the farm sector should
enhance farmers' credit worthiness and should thus attract stronger
participation of most non-government lenders in farm lending. Mar-
ket sharesof banks, life insurance companies, and trade firms would
increase, as would FCS lending, while government lending would
decline. In contrast, weak, unstable performance by the farm sector
will diminish financing incentives of those lenders that are less
specialized in farm lending. This will include life insurance com-
panies, trade firms, and many commercia banks. Heavier financing
demands would then occur for FCS and government lending pro-
grams.

The level and kind of government involvement in,the farm sector
aso will strongly influence farm credit markets. A high profile of
government involvement likely will encourage farmers to use these
programs and either attract customers away from commercial lenders
or discourage participation of some lenders, especially those less
specialized in farm lending. A lower profile of government involve-
ment should prompt greater participation of private sector lenders,
especidly if long-term farm income conditions appear favorable and
if government programs continue to meet serious liquidity needs in
times of natural or economic disasters. Further development of com-
plementarities between government and private-sector credit pro-
grams should further stabilize farm credit markets. Especially prom-
ising are publicly sponsored programs for insurance and guarantees
of loans made by commercial lenders. Expanding their roles and
enhancing their administrative feasibility could encourage a wider
range of farm lending from commercia sources. Evidence so far
indicates that FmHA or SBA guarantee programs can reduce lending
risks, help with legal lending limit problems, increase loan liquidity,
and increase loan profitability.

Choosing a favored scenario for the 1980s is subject to much
uncertainty. However, an optimistic approach, combined with the
balance of evidence at the beginning of the 1980s, points toward a
strong financial outlook for the farm sector over the coming decade
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and a relatively low degree of government involvement.

This set of factors should strengthen the incentive for commercial
banks to enhance their competitive position in farm credit markets,
especialy in non-rea estate lending. But how commercial banks
financing rolein agriculture actually will materialize isalso subject to
considerable uncertainty about their responses to a new regulatory
environment that, once in place, could dramatically alter the struc-
ture, performance, and competitive relationships in al levels of
financial markets. Hence, it isimportant to consider the implications
of changes in the regulatory environment of financial institutions
brought about by the Depository Institutions Deregulation and Mon-
etary Control Act of 1980, by potential changes in the legal structure
of banking, and by pending changes in lending authority of the Farm
Credit System.

Agricultural Banking and the 1980 Act

Provisions of the-Act

The 1980 Act provides for a comprehensive, coordinated revision
of the regulatory environment affecting al depository institutions in
the United States. Some provisions were effective upon enactment in
late March, but most others will be phased in over several years.
Thus, the 1980s will witness an adjustment by banks and other
depository institutions to a more market-oriented regulatory envi-
ronment that should increase competition among these major institu-
tions.

The Act contains nine titles that range over monetary control and
reserve requirements, deregulation of interest rate controls, extended
authorization of automatic transfer services (ATS) and negotiable
order of withdrawal (NOW) accounts, increased deposit insurance,
expanded powers of thrift institutions, preemption of state usury
limits, and other selected issues. A brief summary of significant
provisions follows [Barry].

The Act requires all depository institutions to hold reserves on dl
transaction accounts and on al nonpersonal time deposits. Required
reserves are specified as 3 per cent on the first $25 million of
transactions balances, with that figure indexed annually on December
31toriseor fal at 80 per cent of the rateof increase or decreaseof the
aggregate of transactions balances in all covered depository institu-
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tions. Required reserves on larger transaction balances are subject to
arate of 12 per cent. The rate of required reserves on nonpersonal
time deposits with maturities of less than four yearsis 3 per cent, and
0 per cent for those with maturities of four years or more. The Federal
Reserve Board can vary the reserve rate on large transaction balances
from 8 per cent to 14 per cent, and vary the reserve rate on nonper-
sonal timedepositsfrom 0 per cent to 9 per cent. The Federal Reserve
Board also has the authority to impose a supplemental reserve re-
quirement of not morethan 4 per cent of total transactions accountson
every depository institution when needed to more effectively imple-
ment monetary policy.

Reserves may be held as vault cash, as balances a a Federa
Reserve Bank, or — if a nonmember institution — in the form of
passthrough balances in another depository institution that, in turn,
maintains such funds as balances in a Federa Reserve Bank. The
reserve requirements will be phased in over an 8-year period for
depository institutions that were not members of the Federal Reserve
Systemon July 1, 1979, and over a4-year period for banks that were
members of the Federal Reserve System on that date. Full reserve
requirements on NOW accounts take effect December 31, 1980,
when institutions in the added 42 states (outside New England) are
first authorized to issue such accounts.

For interest rate deregulation, the 1980 Act providesfor an orderly
and compl ete phaseout by March 31, 1986, of the ceilings on rates of
interest and dividends which may be paid on deposits and accounts.
The law suggests but does not mandate a phased step-up in present
ceilings and requires that thrift institutions retain their one-quarter
percentage point differential during the phaseout. Decisions about
timing and amount of increases are being made by a new deregulation
committee comprised of the Secretary of Treasury, the Comptroller
of the Currency, and the chairmen of the Federal Reserve Board, the
Federa Deposit Insurance Corporation, the Federal Home Loan
Bank Board, and the National Credit Union Administration.

Other significant provisions of the Act include the extension of
authority for ATS accounts by banks, for remote service units by
Federal savingsand loan associations, and for sharedraft accounts by
credit unions; the authorization of NOW accounts for all Federaly
insured depository institutions effective December 31, 1980; an im-
mediate increase in the insurance limit on deposits and accountsfrom
$40,000 to $100,000; expanded authority for savings and loan asso-
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ciationsto invest up to 20 per cent of their assets in consumer loans,
commercial paper, and corporate debt securities, along with more
liberal lending limits on real estate mortgages; and preemption of
state usury ceilings. Existing state usury ceilings on business and
agricultural loans over $25,000 (subseguently amended to $1,000)
were preempted for three years— subject to theright of affected states
to override the preemption— and replaced with afloating ceiling of
five percentage points above the Federal Reserve's discount rate.

Implications of the /980 Act

How the regulatory changes in the 1980 Act will affect access to
funds, cost of funds, and the competitive position for agricultural
banks and other lenders in rural financial markets are complex issues.
Interrelationships between macro- and micro-economic forces are
involved. So are competitive positions of smaller banks relative to
nonbank farm lending sources like the FCS. Also important is how
the process of deregulation responds to political pressures during the
adjustment period.

Among banks there is concern that adjustment to the new regula-
tory environment will be greater for smaller agricultural banks. This
belief is consistent with their greater problems in fund availability.
Regional and money center banks are considered less influenced by
Regulation Q because of their access to national financial markets,
greater capacity for liability management, and other types of financial
innovation.

Changes in reserve reguirements arising from the 1980 Act should
release additional bank fundsto support credit activities, particularly
inrura areas. For any given level of reservableliabilities, the Federal
Reserve's new regquirements are considerably lower than the previous
reserve requirements. Preliminary studies show that vault cash will
cover the new reserve requirements for most smaller banks, both
members and nhonmembers. For member banks, this suggests that the
sterile (nonearning) balances previously held to meet reserve re-
quirements will be available to support new credit activities. The case
islessclear for nonmember banks that now will be subject to reserve
requirements imposed by both the Federal Reserve and by their
respective states. If their vault cash is sufficient to meet the new
Federal Reserve requirements and if state-imposed requirements are
adjusted in response to the phasein of the new requirements, then the
net effect could be an increase in loanable funds.



Prospective Trends 51

Additional concern arises about the effect of universal reserve
reguirements on correspondent relationships. A nonmember institu-
tion may deposit itsrequired reserve balance directly with the Federal
Reserve or it may pass its required reserve balance through to the
Federal Reserve through a correspondent. Many nonmember banks
have simultaneously satisfied state reserve requirements and com-
pensation for correspondent services (including loan participations)
by holding demand balances with their correspondent. The corre-
spondent could invest these funds, net of their own reserve require-
ments. Now the portion of balances meeting the respondent banks
reserve requirements must pass through to the Federal Reserve,
making them sterile fundsfor the correspondent. Asdiscussed above,
the strength of thiseffect on correspondent relationships will depend
on the net effect of the new Federal Reserve requirements on the
reserve position of nonmember banks.

Elimination of interest rate controlson deposits and preemption of
state usury ceilings on loans should contribute to greater efficiency in
theflow of fundsin rural financial marketsand to pricing policiesthat
are more responsive to market factors. Smaller banks will have
greater flexibilitiesin bidding for fundsin their local markets, espe-
cially those funds that in periods of high interest rates are channeled
into money market funds, and directly into money and capital mar-
kets. Eventual elimination of the one-quarter per cent differential
between thrift institutions and banks will eliminate any disadvantages
experienced by banks as a result of this differential. Accompanying
those changes will be higher, more volatile interest rates on bank
deposits and higher overall costs of bank funds.

How much the cost of fundsfor agricultural banks will increase is
difficult to foresee. Federal Reserve data [Melichar] show that time
and savings deposits account for about two-thirds of total deposits at
agricultural banks. Moreover, since the high interest rate periods of
the late 1970s, increasing reliance has been placed on money market
certificates and 30-month certificates of deposit, both having ceiling
rates indexed to yields on U.S. government securities. Hence, a
relatively high portion of agricultural banks costs of funds already
responds to market factors. Furthermore, the net effect of higher costs
of funds should be offset in part by banks' increased revenue from
fees, service charges, and higher interest rates on some loans.

Responses of banks interest rates to loan customers will be
strongly influenced by local competitive conditions. Especidly im-
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portant is the competition between depository and non-depository
ingtitutions and the expanded competition in consumer lending by
saving and loan associations. Suppose, for example, that banks and
other local ingtitutions experience similar increases in the cost of
acquiring local funds. They likely can passthese higher costs along to
loan customers without much fear of losing customersto one another.
However, competition for farm lending between local banks and
Production Credit Associations or government agencies may initially
tend to constrain increases in farm loan rates charged by banks, if the
cost of fundsto PCA’s or government agencies is not directly affected
by thefactorsraising the cost of fundsto banks. Hence, banks' higher
costs of loan funds will sharpen the need for competitive pricing of
loans and other services. If, for example, lending competition be-
tween depository and non-depository institutions on consumer and
commercial loans is less than on farm loans, price differentials may
arise among loan types in response to these differing degrees of
competition. Banks' farm loan rates may remain in line with farm
loan ratesfrom non-depository sources, while rateson nonfarm loans
would be higher.

Offsetting effects may occur if thrift institutions vigorously exer-
cise their expanded authority in consumer lending and services,
leading to greater loan competition with banks. Further offsetting
effects will occur if rates in rural financial markets continue to
become more responsive to rates in national markets. Then costs of
fundsfor banks and other farm lenders should follow each other more
closely, and differences in loan rates would be based largely on
differencesin risk premiums, efficiency of intermediation, and reg-
ulatory factors affecting each lender.

In summary, once the new regulatory environment isin place, it
should permit agricultural banks to compete more equitably for funds
in local markets, especialy during periods of high interest rates and
tight credit. Banks will likely experience greater variability in their
own costs of funds but reduced cyclical stress during periodic finan-
cia crises. While severity of periodic stresses in funds acquisition
will be reduced, the need for careful monitoring of ratesin both local
and nationa financial markets will increase, as will the need for
efficient, responsive pricing policies on sources of bank funds and on
loan portfolios. Farmers who borrow from banks will likely experi-
ence changing conditions in financial markets more in terms of
variability of interest rates than in variability of fund availability, as
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occurred in the past. Use of variable or floating rates on loans should
increase aslenders seek to pass costsand risksof fundsacquisition on
to borrowers.

Impact of the 1980 Act on future profitability, portfolio adjust-
ment, and competitive position of rural banksisless clear. A recent
ABA study shows, for example, that community banks in general
appear to have successfully sustained their profit positions through
the stresses of 1979-80. In addition, experience of banks in New
England that have dealt with NOW accountsfor severa years shows
successful adjustment to the introduction of interest-bearing transac-
tion accounts. But these past experiences appear different from the
case of typical agricultural banks who have heavy community in-
volvement in farm lending and who must compete with large, highly
efficient farm lenders like the Farm Credit System and government
lenders. _

If more equitable access to local deposits comes at substantially
higher interest costs, then smaller rural banks will be hard pressed to
compete in farm lending on termsthat meet their profit expectations,
even if profit targets are lowered as a result of more competitive
financial markets. Instead, higher proportions of bank funds may be
alocated to investment in securities that may tend to maintain short
term profit positions, but will erode longer term growth potential.
These tendencies could heighten the push toward larger banks and
liberalization of branching.

Finally, it does not appear that response to the 1980 Act will have
much impact on smaller banks need for and access to nonlocal
sourcesof funds. Most factorsthat influence needsfor nonlocal funds
will continue as before.

These include loan requests that exceed rural banks' legal lending
limit, seasonal patternsin loans and deposits, liquidity pressures on
loans and depositsfrom changes in local farm income conditions and
farm-related business activity, and periodic needs to reduce risk in
loan portfolios and to restructure balance sheet ratios. Hence, the
need continues to further refine and develop nonlocal sources of
funds for smaller banks.

Other Regulatory Changes

Banking Structure
Prospects appear promising for significant structural changein the
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banking industry due to liberalization of geographic restraints on
banking activities. A presidential task force has been studying this
issue in the last two years and is expected to propose a substantiai
easing of restrictions on interstate banking. While any such changes
will affect competitive relationships within the banking industry,
they appear warranted in light of new competitive market forces that
diminish the effectiveness of limits on geographic expansion by
banks. Growth of electronic banking services and expansion of major
retailers, brokers, and money market funds into bank-like activities
have made the system of geographic restraints outmoded and have
eroded banks' competitive position relative to other financing in-
stitutions.

Current geographic constraints could be eased in two ways. One
would beto liberalize the McFadden Act, which prohibits branching
across state lines and allows states to set branching policies within
their borders. The other would be to change the Douglas amendment
to the McFadden Act, which prevents bank holding companies from
buying or setting up subsidiaries outside their home state unless
authorized by state authorities. Preferences appear to rest with mod-
ifying only the Douglas amendment, which would probably bring
out-of-state competitorsinto new markets without having much im-
pact on competition between small banks already in those markets.
Liberalizing the McFadden Act would force major changes in local
banking structure associated with branching by nearby competitors.
If the interstate banking approach is followed, then intra-state
changes in bank structure still rest with individual states.

Evidence about the impact of banking structure on agricultural
financing is mixed and largely inconclusive. Melichar, in synthesiz-
ing and summarizing results of several studies on effects of changes
in bank structure on farm lending, found little support for advocating
much change in banking structure to solve lending problems in the
1960s — a conclusion similar to that of an Agricultural Bankers
Association Task Force. More banks in unit banking states had
encountered problems in financing farmers than had banks in
branching states; however, rural unit banks also made relatively more
use of mechanisms designed to cope with such problems.

In a more recent study, Doll reaches similar conclusions that
banks' structure does not appear to have a significant impact on the
ability of agricultural banks to finance agriculture, and that changing
the banking structure is not likely to solve the major problems
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confronting agricultural bankers. Savage also cites evidence that
entry into new markets by large banking organizations has not driven
small banks out of business. An aternative view is offered by
McCall, who cites evidence that potential banking competition is
greater in states with more liberal branching, that.it influences bank
performance, and that unit banks in statewide branching states use a
greater proportion of available resources for loans than do similar
banks in unit banking states.

In light of this mix of evidence, it may be reasonable to conclude
that liberalization of bank structure regulations at the national level
could at least offer an additional element of flexibility for tapping
nonlocal sources of funds for farm lending. Other changes in bank
structure then would rest with individual states.

Lending Regulations and Competition

Another prominent regulatory issue in farm credit markets in-
volves the impact of legal and regulatory restrictions on competitive
balance among mgjor lenders, with current emphasis on commercial
banks that are heavily involved in farm lending and the Farm Credit
System. These issues again have surfaced in legidative hearings and
debates- on the Farm Credit Act amendments of 1980 now being
considered by the U.S. Congress. The bill is intended to update and
improve the operation of the Farm Credit System through a set of
amendmentsto the 1971 Farm Credit Act. No attempt ismade hereto
review the detailed provisions of the bill. However, it is appropriate
to note that the scope of debate has widened considerably beyond the
original content of the proposed amendmentsto now treat some of the
basic differences in the regulatory environment for these two major
farm lending groups.

While viewpoints of commercial banks are mixed, the leaders
[Finson and Minger; Jackson and Schleusnerl of those banks more
heavily involved in farm lending contend that FCS gains competitive
advantages in costs and availability of loan fundsfor agriculture asa
result of lower income tax obligations, less stringent regulation and
supervision, a nationally federated structure, exemption from usury
ceilingsand legal reserve requirements, and accessto national finan-
cia markets on terms that appear comparable to those of the U.S.
government. Further concerns are that FCS isexpanding the scope of
credit and related services to agriculture to levels that may some day
resemble a banking institution, that this expanded scope would ex-
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ceed the bounds originally intended for FCS, and that revisions in
access by other financing institutions to Federal Intermediate Credit
Banks as a source of funds do not go far enough in meeting banks'
liquidity needs.

In support of its own proposals and in response to these conten-
tions, the Farm Credit System has contended that its prime consid-
eration is whether or not the proposed legislation would further the
objective of "*improving the income and well-being of American
farmers and ranchers' [Wilkinson]. They further contend that an
important part of the proposal would enable FCS to work more
closely with other lenders, including commercial banks, in meeting
the credit needs of rural America. Some additional competition with
other lenders would occur, but this would befair and healthy compe-
tition consistent with the interests of the agricultural community and
of the nation as a whole.

FCS is concerned that it is inappropriate to evaluate competitive
equality among different typesof financial institutions using the same
set of evaluative criteria, when these institutions are charged with
serving different clientele and with providing different financial
services. Examples of FCS uniqueness includetheir specialization as
an agricultural lender with strict eligibility requirements on borrow-
ers, an obligation to serve al agricultural areas during all economic
times and conditions, alimited range of financial services tailored to
the needs of its agricultural clientele, and a non-depository function
that also is presumed to exclude transaction accounts services.

However the Farm Credit Act Amendments Bill of 1980 is re-
solved, itislikely that the legislative processwill continue to address
issues involving competitive balance among farm lendersin hopes of
fostering the most equitable competition possible, while still re-
sponding appropriately to changing capital and credit needs in ag-
riculture.

Concluding Comments

A highlight of farm credit markets has been their responsiveness to
change — to innovate in farm lending, to keep pace with growing
capital and credit needs, and to adapt institutions and programs to
changing conditions in agriculture. This evolutionary pattern will
continue in the 1980s with new challenges provided for innovation
and enterprise.
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Results of projection models presented earlier show that financial
performance and credit needs in the farm sector are strongly influ-
enced by the combined effects of numerous forces in agriculture,
financial markets, the general economy, and government policy.
Nonethel ess, conditions point toward stronger financial performance
of the farm sector for the 1980s andmore moderate growth rates for
farm debt than occurred in the late 1970s. Government involvement
in agriculture then should be lower, focusing on buffering fluctua:
tions of commodity prices-and providing farmers with liquidity in
times of severe disasters. As a result, stronger credit worthiness for
thefarm sector should attract vigorous participation by private-sector
lenders in financing agriculture.

How the role of commercial banks in financing agriculture will
evolve is subject to much uncertainty about their responsesto regu-
latory changes. These changes could significantly alter the structure,
performance and competitive relationships in farm credit markets.
Preliminary appraisals indicate that the 1980 Act should release
additional bank funds to support credit activities in rural markets,
enhance efficiency in local flows of funds, alow more equitable
competition by banks for deposit funds, and bring more efficient,
market-oriented pricing on loans, services, and sources of funds.
Farmers who borrow from banks shoul d-experience changing condi-
tionsmorein termsof variability of interest ratesthan in variability of
fund availability, asoccurred in the past. If, however, more equitable
access to local deposits comes at much higher interest costs, then
smaller banks will be hard pressed to profitably compete with other
farm lenders.

The 1980 Act will not have much impact on needs by smaller banks
for nonlocal sources of funds. Hence, the need continues to improve
these banks access to nonlocal sources. The more promising
methods include improved arrangements for loan participations
within banking and with other institutions, further development of
secondary marketsfor farm loans that are secured by effective collat-
eral control, government guarantees, or commercia insurance, and
more extensive development of Agricultural Credit Corporations
(ACC’s).

Included in the ACC concept are coordinated efforts by groups of
smaller banks on a state, regional, or national basis to gain accessto
nonlocal funds either through Federal Intermediate Credit Banks or
by sale of money market instruments. This idea has been proposed
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before, but it appears to warrant renewed consideration now, espe-
cialy if geographic constraints on banking are liberalized. The group
approach would give size-related advantages to agricultural banksin
a permanent way that would preserve the features of a unit banking
system while helping these banks to cope with the larger size and
regional-national orientation of other farm lenders. The recent for-
mation of a multi-bank ACC in Minnesota and considerations of
similar ventures in other states are clear steps in this direction.
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